Introduction
This paper provides an overview of the current system of local government finance in the UK.
Section 2 provides a description of the structure of local government in England, Scotland, Wales and Northern Ireland. Section 3 summarises the long-term trends in the importance of local government expenditure in the UK economy and the composition of current and capital spending. Section 4 describes the financing of local authorities, with a description of the income that they receive from central government (both general block grants and grants that are ring-fenced for certain services) and the income that they receive from user charges.
The only significant local tax across Great Britain is council tax. This is described in Section 5 (which also contains a description of the recently reformed system of domestic rates in Northern Ireland). Council tax benefit is also described in Section 5.
Given that reform of local government finance is a live issue in England, Scotland and Northern Ireland, Section 6 concludes with a brief discussion of options for reform.
The structure of UK local government
The United Kingdom is constitutionally a unitary state: ultimate sovereignty resides with the UK Parliament, and it is up to Parliament to decide what powers and responsibilities (if any) it devolves to local or regional bodies, and how such bodies are organised and financed. This contrasts with federations such as Germany and the United States of America, where the autonomy of subnational authorities (länder in Germany or states of the USA) and the division of powers between federal and subnational governments are constitutionally entrenched.
Historically, the UK has been relatively centralised even compared with other unitary states. Since the current Labour government came to power in 1997, devolved administrations have been set up in Scotland, Wales and Northern Ireland (described below). Moves towards locally elected regional assemblies in England (other than in London, also described below) stalled after one was rejected in a referendum in the North-East. In principle, devolution to the constituent countries of the UK means that many policy areas -with the notable exceptions of foreign and defence policy -have been decentralised. However, as shown in Section 4, tax (and social security) policy remains almost entirely the preserve of the UK central government, meaning that, crucially, devolved and local authorities have little control over their overall budgets.
Local government in the UK is split between single-tier and two-tier council structures.
1 Scotland, Northern Ireland and Wales have entirely single-tier local government structures, while in England both forms of local authority exist. A two-tier system exists across rural England, with 34 County Councils, which cover areas with populations between 500,000 and 1½ million, primarily responsible for the provision of education, social services, transport and fire services.
2 Within each County Council area, there are between 4 and 14 District Councils, a total of 239 in England, whose responsibilities include housing, local planning, building regulation, refuse collection and environmental health. These District Councils are also responsible for the collection of council tax and the administration of housing benefit and council tax benefit. The two tiers may share responsibility for recreation and cultural matters.
Elsewhere in England, responsibility for all the services provided by County and District Councils is held by a single tier of authority. In London these are called London Borough Councils and in six other urban areas they are known as Metropolitan District Councils. A further 46 Unitary Authorities exist, created from previously two-tier local governments. Typically, these involve the county town -such as Plymouth, Leicester and Stoke-on-Trent -being a Unitary Authority while the rest of the county -in these cases Devon, Leicestershire and Staffordshire respectively -remains on a two-tier basis. However, Unitary Authorities often collaborate with neighbouring Unitary Authorities or County Councils through 'joint boards' to provide some services (such as fire, police and public transport) collectively where this is believed to help deliver a more efficient provision of services than having these services delivered by smaller units. Table 2 .1 sets out the number of local councils of each type across England, Scotland, Wales and Northern Ireland. Prior to 1996, local government in England and Wales was dominated by a two-tier system of local government comprising (shire) counties and nonmetropolitan districts, other than Greater London, the Isles of Scilly and the six metropolitan areas where there was only one tier of local authority. Wales was split into eight counties and 37 districts. Scotland was also split in a similar way into regional councils and district councils, although, similarly to England, there were also three island councils that exercised county-and district-level functions. A single-tier system has existed in Northern Ireland since 1973.
Following the Local Government Commission review of local government structure set up by the Local Government Act in 1992, central government sought to make local government more efficient and less remote by changing the then dominant two-tier UK local government system. Over the years 1996 to 1998, a total of 46 Unitary Authorities were created in the place of abolished county and district councils -mostly in large towns and cities, such as Blackpool, York and the City of Bristol. The Act also led to the abolition of the two-tier systems in Scotland and Wales entirely, and replaced them with singletier systems.
In 2007-08, the UK government gave £21.6 billion to English local authorities in general block grant (described in Section 4.1) and £66.5 billion in earmarked grants (described in Section 4.2).
3 Responsibility for regional policy and national policy on local government in England lies with the Department for Communities and Local Government (CLG). In Scotland, Wales and Northern Ireland, however, the functions and financing of local authorities are the responsibility of devolved administrations, which are described below. In these areas, local authority funding is entirely channelled through the devolved administrations. The total resources provided by UK central government to each of the devolved administrations are determined by the Barnett Formula, under which the cash increase in funding per person is set equal to the increase in funding allocated by UK central government for spending on England-only services (e.g. health and education in England, but not defence or social security, which are provided UK-wide). Because spending per person is higher in Scotland, Wales and Northern Ireland than in England, equal cash increases imply gradual convergence in spending per person.
Scottish Parliament and Scottish Executive
The Scottish Executive and the Scottish Parliament are the devolved government and legislature respectively of Scotland. The first meeting of the Scottish Parliament took place on 12 May 1999. The Scottish Executive has a budget of around £30 billion for 2007-08, 4 and the Scottish Parliament has the power to vary the basic rate of income tax for Scottish residents by up to three pence in the pound (which HM Treasury estimates would raise around £300 million for each one pence change in 2007-08 5 ), although to date this power has not been exercised.
The Scottish Parliament has limited legislative powers, and the Scottish Executive has responsibility for education, health, agriculture, economic development, home affairs, local government, social work and many aspects of Scottish law.
There are 32 directly elected unitary local authorities in Scotland, which (in addition to council tax revenues) receive a large part of their funding from the Scottish Executive. Local government is forecast to receive £8.5 billion in 2007-08, plus additional grants to fund specific projects and direct capital grants, bringing the final projected total to £10.4 billion.
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Welsh Assembly and Welsh Assembly Government
The National Assembly for Wales is a devolved body that allocates funds it receives from Westminster. It first met on 12 May 1999. The Assembly and Government have powers over a number of important issues, including health, education, planning, culture and economic development. The National Assembly for Wales, although a legislature, does not currently have full primary legislative or fiscal powers, although the Government of Wales Act 2006 did give it some legislative powers in certain areas. 7 The National Assembly for Wales does hold secondary legislative powers, which can sometimes be used to amend primary legislation, and the Assembly has, for example, considerable discretion over charges for government services such as NHS prescriptions, which could be construed as some level of tax-levying power. The Assembly develops policy in the areas mentioned above, and uses its limited legislative power to pass legislation affecting the people of Wales. The Assembly is responsible for the secondary legislation in respect of council tax, which, as we describe in Section 5.1, is a power that it has recently used.
The National Assembly for Wales has more limited legislative powers than the Scottish Parliament or the Northern Ireland Assembly, partly due to the fact that Wales has had the same legal system as England for several decades, whereas the Scottish and Northern Irish systems retained some distinctness.
The Welsh Assembly Government budget for 2007-08 is £14 billion.
8 Local authorities in Wales will spend £6.7 billion in 2007-08, £5.6 billion of which will be provided through the Welsh Assembly (the remainder being council tax raised locally).
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Northern Ireland Assembly and Northern Ireland Executive
The Northern Ireland Assembly first met on 1 July 1998 and it assumed full powers on 2 December 1999. It has full legislative and executive authority over all devolved responsibilities, including education, health, agriculture, culture, social services and regional and social development. The Assembly has been suspended on four occasions, most notably between 14 October 2002 and 8 May 2007. During these periods, the Secretary of State for Northern Ireland (a member of the UK Cabinet otherwise responsible for ensuring that the devolution settlement works satisfactorily and for matters not devolved to the NI Assembly, such as criminal justice) assumed responsibility for Northern Ireland departments. Since 8 May 2007, the Assembly has been back in operation.
There are 26 single-tier councils in Northern Ireland, serving populations of between 16,400 and 267,000.
10 Spending by these councils in 2007-08 is budgeted to be £584 million, of which just under one-third (£183 million) is expected to be provided from the Northern Ireland Assembly, with the remainder financed through local rates on both business and domestic properties.
11 These councils provide services similar to those provided by English District Councils, though fewer services than would be provided by local government elsewhere in the UK as NI Assembly departments provide some services. For example, education (although arguably this is no longer a local authority financial responsibility in England either, as described in Section 4.2), fire services, road building, planning, housing and libraries are all provided by government departments in Northern Ireland.
From April 2009, seven new councils will replace the current 26, with increased power in certain areas, such as planning and regeneration.
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Greater London Authority
The Greater London Authority Act (1999) introduced the election of a mayor and an assembly for the Greater London region. The Mayor of London sets policy on factors that affect the Greater London area, beyond the remit of 9 Source: 
Local Government Act 2000
The Local Government Act 2000 was intended to force local authorities to shift away from the traditional committee-based decision-making system, to one of four alternative executive arrangements -two forms including elected mayors, a cabinet form and a committee form for smaller authorities. The Act requires local authorities to hold binding referendums on whether to have a directly elected local mayor, if local people indicate enough interest in the matter. For example, Doncaster MBC, Torbay and Hartlepool BC have elected mayors. An elected mayor would hold co-decision powers with the council regarding annual budget and policy framework, and in order to reject or amend a mayor's budget or policy proposal, the council must do so by a two-thirds majority.
14 The Act does not apply in Scotland. 13 Gross revenue raised was £213 million, with £90 million spent on running the scheme. Source: 
Local government expenditure
In total in 2006-07, local government expenditure across the whole UK was £145.9 billion, around a quarter of the £550.4 billion total public spending, 15 or just under a tenth of national income. As shown in Figure 3 .1, local government spending peaked at 12.2% of overall spending in the UK economy in 1975, then declined to 7.5% in 1998, the lowest level seen for at least 35 years, and has since increased, reaching 9.0% in 2004. Over the period from 1960 to 1975, around 30% of local government expenditure was on capital spending (spending on physical assets such as school buildings and street lighting, as opposed to current spending, which covers wages and other day-today running costs). This is in sharp contrast to the period since 1981, when capital spending has represented only about one-tenth of local government expenditure. In large part, this is due to a sharp decline in expenditure on housing. 1960 1965 1970 1975 1980 1985 1990 1995 2000 Financial year 
Current expenditure
As shown in Figure 3 .2, by far the largest constituent of local government current expenditure is education, on which £40.6 billion was spent in 2005-06. About half this amount was spent on social services. Other large single components of local authority service expenditure are cultural, environmental and planning services, housing and police services. 
Capital expenditure
The composition of local authority capital spending in England is shown in Figure 3 .3. While education is also a relatively large component of this measure of spending, the largest share of capital spending -nearly a quarter of the total -is on housing. Furthermore, capital spending on transport (£3,461 million) is nearly as large as that on education (£3,492 million). In contrast, while social services receive 18% of current spending, they receive only 2% of capital spending. 
Financing of UK local authorities
By international standards, UK government finances are highly centralised. Figure 4 .1 compares the distribution of revenues by levels of government in the UK to the averages of OECD unitary countries and OECD federal countries, and a selection of individual unitary and federal countries. The UK has 95% of tax revenue going to central government, a share that is exceeded only by Ireland. Note: Revenue is generally attributed to levels of government on the basis of their legal entitlement rather than their control over the tax rate (or base). Thus in both Germany and Australia, the state level of government receives a substantial part of its revenues from taxes whose rates are set at national level (although in consultation with state governments). However, business rates in the UK count as central government revenue despite being notionally redistributed to local authorities, since this revenue is clawed back through reduced Revenue Support Grant and so does not affect local authority finances: see Section 4.1. Source: OECD.
The main sources of income for local authorities in the UK are council tax, government grants, user charges (in particular, rents on council-owned properties), interest receipts, capital receipts, and borrowing. Local authorities can budget to pay for current spending -wages and other day-to-day running costs -from only some of these income sources: they cannot sell assets or borrow deliberately to finance current spending, and some grants from central government may only be used for capital spending.
The composition of local authorities' funding in 2005-06 is shown in Figure  4 .2. Income from central government that is not earmarked for a specific use (formally Revenue Support Grant (RSG) and redistributed national non-domestic rates) makes up one-third of local authority income. A further 29% also comes from central government but is earmarked for certain specific uses. Council tax revenue (without deducting the part of council tax benefit paid for by central government) raised just 15% of total local government income, with a further 13% coming from sales, fees, charges and council rents. In England in 2006-07, a new Dedicated Schools Grant (DSG) was introduced. This is described in more detail in Section 4.2, but the key detail is that it represents a large increase in ring-fenced grants (since the DSG -as its name suggests -is earmarked for spending on schools) and a correspondingly large cut in nonring-fenced grants (formally RSG). A more commonly quoted statistic is that council tax raises one-quarter of local government finance, which is true of a narrower but widely used measure of local authority income. As shown in Figure 4 .3, in 2006-07 one-quarter of this measure of local authority income came from council tax, with the remaining three-quarters coming from central government. . Government grants can be seen falling as a percentage of total funding over the 1980s, with increases in the proportion financed from local rates, a tax on the rental value of property which at the time applied to both domestic and non-domestic properties. In 1990-91 in England and Wales, domestic rates were replaced with the community charge (a flat-rate per-person levy, or poll tax; the community charge replaced domestic rates in Scotland one year earlier) while non-domestic rates were centralised. This led to a large decline in the proportion of local authority income raised through locally determined taxes, but was also associated with a large increase in the proportion financed through the local domestic tax. In 1991-92, there was a large increase in central government grant as the new Major government sought to finance a £140 reduction in each adult's community charge bill by increasing the main (national) VAT rate from 15% to 17½%. Since 1991-92, while grant income from central government has increased, revenues from council tax (introduced in England, Scotland and Wales from 1993-94) have increased more quickly, so the percentage of total income coming from council tax has grown.
18
This section goes on to describe in more detail the income from central government grants (Sections 4.1 and 4.2) and other, more minor, sources of local authority income (Section 4.3). The financing of capital expenditure is described in Section 4.4. A comprehensive description of council tax (and council tax benefit) is left to Section 5.
Block grants
The largest component of local authority funding comes as a block grant from Whitehall (or the relevant devolved administration) which is not ring-fenced for any specific service area but may be spent as the local authority chooses.
Central government determines how much block grant to pay to local authorities in such a way that if every local authority spent at the level judged appropriate by central government, council tax rates for properties in a given band (see Section 5) would be uniform within England, Scotland and Wales. Similar arrangements apply in Northern Ireland. The result is redistribution from areas with a large council tax base relative to their assessed spending needs to areas with a small council tax base relative to their needs. This is known as equalisation.
Primarily, central government takes a view over how much local government might spend in a year (other than through earmarked grants -see Section 4.2) and how much of this would be covered by a 'standard' level of council tax. The difference between the two is how much grant central government pays in aggregate. For each individual local authority, it makes an assessment of the authority's relative spending need. This will depend on the size, and some of the observed characteristics, of the population in that area. For example, spending need for social services for older people depends on the number of individuals aged 65 and over plus additional amounts depending on the proportion of these individuals who are aged 90 or over, the sparsity of the population, the proportion on low incomes, the level of deprivation in the area and an adjustment for area costs. Central government also assesses how much council tax revenue the local authority would receive if the local authority chose to set council tax at the 'standard' rate assumed by the government. The difference between total spending need and the standard amount of council tax revenue is the total amount of block grant that the authority will receive. The government guarantees a minimum level of grant increase every year, so if under normal calculations an authority would receive less than the minimum increase, the grant will be increased by the minimum.
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The fact that the total block grant from central government is such a large proportion of the income of local authorities, as was shown in Figure 4 .2, makes it more important that the appropriate level is assessed accurately. This places a lot of weight on the calculation of each authority's spending need, which in turn depends on the factors that are taken into account in this calculation. Therefore judgements over whether certain factors should or should not be included in the calculation -and changes in the weight put on these factors -can have a large impact on the total income of individual local authorities.
In Revenue from NNDR, or business rates -a tax on the rental value of business property which is set centrally for each of England, Scotland and Wales 21 -is redistributed to local authorities in proportion to the number of people living in each authority, while RSG is paid out of general government revenues. In practice, however, there is absolutely no difference between these two payments. Central government first determines how much in total to give to each local authority, as described above, then deducts the amount that local authorities will receive in redistributed NNDR and gives the remainder as RSG. Since RSG is adjusted to keep the total payment to each local authority as determined centrally, the split between the two components is meaningless: one could equally legislate that revenue from any national tax be redistributed to local authorities, but if grants were adjusted so that local authorities' finances were unaffected then such a rule would be wholly inconsequential. The split between redistributed business rates and RSG matters for only two reasons. The first is a practical one: RSG cannot fall below zero, so if a local authority's share of NNDR exceeds what central government has determined it should receive then the redistributed NNDR acts as a minimum. This issue has become more pertinent recently as the expansion of ring-fenced grants has been accompanied by a reduction in RSG (see Section 4.2). The second reason that the split between RSG and redistributed NNDR matters is political: business rates were under local control until 1990, and many (such as the Local Government Association, the Local Government Information Unit and the Chartered Institute of Public Finance and Accountancy) argue that they should be returned to local control, so it is arguably useful to know how significant they might be as an autonomous source of revenue.
Ring-fenced grants
Central government also pays 'specific grants' to local authorities, which are formally ring-fenced for a specific service. Local authorities can choose to top up spending in these areas from their general resources, but cannot spend less. This ring-fencing, or hypothecation, is therefore only a binding restriction when a local authority would otherwise choose to spend less than the specific grant on a particular function. If the local authority intended to spend the same as, or more than, the amount of specific grant on a particular service then the ring-fencing is not binding and the impact of the specific grant should be the same as block grants. If the local authority intended to spend less than the amount of specific grant on a particular service area then the hypothecation is binding. Under this scenario, the specific grant is helping to achieve the objectives of central government, but at the expense of providing less discretion to local authorities than would have been the case had the payment been made in the form of a block grant. On the other hand, even with binding specific grants, local authorities might have some discretion over how the money is allocated within the broad policy area concerned, meaning greater local discretion than if the projects were run directly from Whitehall.
Specific grants have grown since the current Labour government came into power in 1997, both in absolute terms and as a proportion of total grant finance. In England in 2005-06, specific grants totalled £39.9 billion, only 10% smaller than the £44.7 billion that was paid in block grants (see Figure 4 .2). The areas to which specific grants are allocated include education and police, and within these categories the service to which the grant is allocated -for example, teachers' pay reform or nursery education -is specified. By far the largest increase in specific grants under Labour has been in spending on schools, which is now by far the largest destination for specific grants.
The trend towards greater use of earmarked grants, and particularly earmarked grants for schools, continued in April 2006 with the introduction of the Dedicated Schools Grant. This change essentially represents the payment of a large specific grant hypothecated for schools spending, with a correspondingly large reduction in the size of block grants. The change is dramatic: in 2007-08, ring-fenced grants are substantially larger (at £66.5 billion) than block grants (£21.6 billion).
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Dedicated Schools Grant
Prior to 2006-07, schools funding in England was provided for in local authorities' general funding based on central government's assessment of local authorities' school spending needs. As of 2006-07, each local authority's schools budget is provided by a central government specific grant instead of as part of block grant. The Dedicated Schools Grant is based on a formula, with a guaranteed minimum increase in per-pupil funding (set at 5% in both 2006-07 and 2007-08) , with the option for local authorities to top up spending with revenue from other sources if they wish.
The grant still goes to schools via councils. As with other ring-fenced grants, the hypothecation is only meaningful if councils would have otherwise chosen to spend less on schools than mandated by the size of the DSG. However, given that the grant is worth at least 5% per pupil more than councils were previously spending, it is more likely that the hypothecation will bind. To the extent that this is the case, the move to a Dedicated Schools Grant represents a very substantial reduction in the spending power of local authorities -and conversely an increase in the power of Whitehall, since it will, for the first time, be able to guarantee minimum spending levels in schools in every local authority in England, which it was previously unable to do.
A potential advantage for schools is that they will receive multi-year budgets. The intention is that these will be set on a three-year basis -although due to the timing of the spending review process, the first allocation has been made for two years. A further consultation is considering whether there are sufficient benefits to justify moving to a system of academic-rather than financial-year payments to schools.
Other sources of finance
Sales, fees and charges
Local authorities have the power to charge for discretionary services they provide (including in mandatory service areas where they provide a level beyond the statutory minimum). Thus councils are able to charge for any service they provide, with the exception of election procedures, police and fire services, library book borrowing and provision of certain forms of education. Areas where charges are typical include local leisure facilities, advisory services and extending social services beyond mandatory requirements. Within practical limits, authorities are under a duty to prevent income from charges exceeding the cost of provision: the intention is to enable local authorities to provide or improve services they would not otherwise provide or improve, by allowing them to cover costs, rather than to generate a new income stream that could be spent on other services. Of course, the local authority could be charging for a service that it would have been prepared to offer free at the point of use, in which case the charges will be generating resources that can be allocated to other areas of service provision. The level of revenue raised from sales, fees and charges varies by service and also by the characteristics of the area. This is not surprising as both the size of the available 'tax base' and also the desired level of charge are likely to vary both between different services and across different areas. For example, urban authorities are more likely to be able to raise revenue from car parking than rural authorities. In part, this is reflected in Figure 4 .4: education, which is the largest local service by current expenditure (as shown in Figure 3. 2), was in 2003-04 only the third largest service by income from sales, fees and charges, which will reflect the fact that local authorities are unable, or unwilling, to charge for the majority of service provision in this area. The large increase between 2002-03 and 2003-04 in the area of public transport (within the highways and transport series) is due to the introduction of the congestion charge in central London.
Housing Revenue Account
The rental income from council-owned property and the expenditure on that property are ring-fenced in something known as the Housing Revenue Account (HRA). The intention is to prevent both council taxes being raised in order to subsidise council tenants and the reverse situation where council tenants' rents are increased in order to reduce council tax bills. The main items of HRA expenditure are the costs of managing and maintaining the dwellings and other properties (such as shops and garages), the cost of servicing any related debts and the cost of paying housing benefit paid to council tenants. The main income items are rents received from tenants and subsidies received from central government towards, for example, maintaining the housing stock in its current condition.
Revenue reserves
Reserves are accumulated surplus income, acquired when local authorities receive funding beyond their expenditure needs. They are used to finance future spending and provide working balances. On 1 April 2005, reserves in England totalled £11,091 million, of which £1,498 million were school financial reserves, £6,827 million reserves earmarked for other spending areas and the remaining £2,766 million unallocated reserves. 24 These unallocated reserves were equivalent to 3.1% of the coming year's expenditure, although there was considerable variation between different types of authority: across shire District Councils, reserves averaged 19% of expenditure, whereas across other types of local authority, they averaged between 2% and 4%. 
Financing of capital expenditure
As noted above, local authorities are restricted in the sources of income they can use to finance current expenditure. For capital expenditure, however, they have a wider range of financing options, including borrowing, the sale of assets and grants provided explicitly for capital expenditure projects, and these additional options are used to finance the bulk of capital spending. As shown in Figure 4 .5, only about one-sixth (15%) of total capital spending by local authorities in 2005-06 was financed from sources that could (at least formally) have been used to pay for current expenditures (predominantly council tax, block grant or funds from the Housing Revenue Account (see Section 4.3)). Just over half came from either capital receipts (17%) or borrowing (37%), with the remainder coming in the form of different types of grants. In some cases ( Capital grants are typically aimed at specific projects and could be received either from central government or from other sources, such as the National Lottery, English Heritage, non-departmental public bodies and the European Structural Fund.
A large part of capital spending and its finance are not included in these figures: spending delivered through the Private Finance Initiative (PFI). This is where the public sector enters into a long-term contract with the private sector for the provision of a service. Under these arrangements, the private sector typically borrows to finance a capital asset that it has designed, built and will then operate to an agreed, contracted standard in return for a stream of payments from the public sector. The main justification for the PFI is that risks that are better handled in the private sector are transferred to the private sector. 27 Local government PFI projects expanded rapidly in the years up to 2003-04 but their value has declined slightly since then, and contracts signed in 2005-06 had a capital value of £913 million, compared with conventionally delivered capital spending in that year of £16,797 million. 
Council tax
Council tax is the only significant local tax across all of England, Scotland and Wales; a different system (described in Section 5.2) applies in Northern Ireland. Council tax is forecast to raise £27.8 billion in 2007-08. A total of £4.3 billion will be paid out in council tax benefit, which is essentially central government paying part or all of the council tax bills of those on low incomes who make a claim. Thus net receipts of council tax are forecast at £23.5 billion, 4.2% of total (tax and non-tax) receipts. 29 Revenue raised by council tax is not ring-fenced for any particular spending items.
Council tax was introduced on 1 April 1993. Each property in England, Scotland and Wales was allocated to one of eight valuation bands according to an assessment of its value in 1991, though the cut-off points between bands were different in each country. Local authorities set the overall level of council tax by choosing a rate for Band D properties, with the levels for other bands then determined as ratios of the Band D rate. The ratios, set by central government, are set out in Table 5 .1. Those in the lowest band (A) pay twothirds of the Band D rate, while those in the top band (H) pay twice the Band D rate. The bandings and ratios have remained unchanged in England and Scotland since the introduction of council tax. Wales has recently reformed its banding structure, as described in Section 5.1. Across England, two-thirds of properties are in Bands A to C, with one-quarter of all properties in the lowest band. In contrast, less than one-tenth fall in the top three bands. As shown in Figure 5 .1, this pattern is subject to dramatic regional variation: 58% of properties in the North-East fall into Band A, compared with just 3% in the South-West and 17% in London. This is despite the fact that 1991 was not a year in which house prices in London were particularly high relative to the rest of England: indeed, since 1991, house prices have, on average, grown considerably more quickly in London than across the rest of England. As is also shown in Figure 5 .2, at least when looking at the average rate of council tax across regions within England, there is considerably more variation in the average per-household rate of council tax than there is in the average Band D council tax rate. Within England, average council taxes are highest across the south of England and lowest across the north of England. The lack of a positive correlation between average Band D rates and average household bills is due to the fact that, on average, properties in the south of England are in higher council tax bands. For example, as was shown in Figure 5 .1, in the North-East 86% of properties are in Bands A to C, whereas only 44% of properties in the South-West fall into these bands. As a result, a lower Band D rate in, for example, the South-West than in the North-East can still deliver a higher average tax bill per household in the South-West than in the North-East. Since council tax replaced the community charge in April 1993, the growth in average Band D rates has outstripped both inflation and growth in average earnings. From 1991-92 to 1998-99, central government imposed maximum local tax increases for every local authority, and by the end of this period more than four out of five councils chose to budget at this maximum. This 'universal capping' ended in 1999-2000, but central government kept the power to impose caps on individual local authorities. These powers were not used between 1999-2000 and 2004-05, but have been used in a few cases since then.
Council tax bills are reduced by 25% if only one taxable adult lives in the household. Second and empty homes were previously subject to a 50% reduction, but the 2003 Local Government Act gave councils in England the power to charge up to 90% on second homes and 100% on empty homes, along with the power to grant discretionary discounts and exemptions. Given that many owners of second homes are only eligible to vote in a different local authority, it is not surprising that many local authorities have chosen to reduce the discount they are offered. In 2006-07, 209 of the 354 billing authorities in England reduced the discount for second homes in their region and 158 reduced the discount on long-term empty properties.
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Some groups of adults are ignored for the purposes of counting the number of taxable adults in a residence. The largest such group is students undertaking full-time educational courses at a higher-education institute; others include persons in detention, the severely mentally impaired, persons for whom child benefit is still payable beyond the age of 16, members of religious communities, nursing-home patients, carers and residents of hostels or night shelters.
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Legal liability for council tax usually rests with the occupants, though in certain circumstances (such as unoccupied homes) the owner is liable. 33 If a property has more than one occupant, liability is shared between them, 31 Source: Section 2.2 of Department for Communities and Local Government, Local Government Finance Statistics England No. 17, 2007 (http://www.local.odpm.gov.uk/finance/stats/lgfs/2007/h/chapter2.html#b). 32 For a full list of those eligible for council tax discounts, see annex B of Department for Communities and Local Government, Local Government Finance Statistics England No. 17, 2007 (http://www.local.odpm.gov.uk/finance/stats/lgfs/2007/h/annex_b.html). 33 Other cases where the owner, rather than the resident(s), is liable for council tax are where the property is a residential care home or nursing home, a house of religious communities or dwellings of ministers of religion and houses in multiple occupation (dwellings containing people who do not form a single household but pay rent separately for different parts of the dwelling).
although in owner-occupied homes only the owner(s) is/are liable, not (for example) a lodger or an elderly relative living in the property. If a couple share a dwelling, they are both liable, even if there is only one name on the bill. Regardless of how many people share liability, only one council tax bill is issued for each property.
Collection rates have improved since the introduction of council tax, with the English in-year collection rate increasing from 92.6% in 1993-94 to 96.8% in 2005-06. 34 However, the collection of council tax continues after the financial year ends, so the actual collection rate is somewhere above these levels.
Council tax in Wales
Until recently, Wales used the same council tax system as England. However, a revaluation came into effect on 1 April 2005, based on property values as at 1 April 2003. Updating property valuations also necessitated changing the cutoff points between bands to take account of growth in house prices since 1991. The Welsh Assembly also proposed that valuations should take place every eight years, with the next one due in 2013. Table 5 .2 sets out the original bands used -which, as in England, were based on April 1991 house prices -and the new bands. In addition to uprating the thresholds, a ninth band has been added (Band I), with properties in this band facing council tax 21 / 9 times the Band D rate. The stated intention was that a quarter of properties would move up at least one band and that a quarter would fall by at least one band. 35 However, in practice, one-third moved up at least one band and less than one in ten moved down. The fact that more properties moved up a band than down does not mean that average council tax bills necessarily rose. As long as both local authorities' spending decisions and their income from non-council-tax sources (including that from central government) were not changed, the average council tax bill would also not be affected. All that would happen is that the Band D rate would fall by enough to compensate for the fact that more properties were in higher bands. However, the average council tax bill in Wales rose by 9.1% between 2004-05 and 2005-06 in nominal terms (for comparison, the average rose by 4.3% in the same year in England). 36 One reason that larger increases in local taxes might be expected during changes to the operation of the local tax (such as council tax revaluations) is that the accountability of local authorities for their spending decisions might be relatively weak. Alternatively, central government might take the opportunity to award a lower grant settlement relative to the demands that it was placing on local authorities to provide services.
A system of transitional relief was introduced in Wales in order to smooth the tax increases that some households faced. No property was liable for more than a single-band increase in the first year after revaluation, more than a two-band increase in the second year or more than a three-band increase in the third year. This help was automatic: there was no need to apply for it.
Domestic rates in Northern Ireland
The community charge was never introduced in Northern Ireland, and the system of domestic rates that preceded it in the rest of the UK remained largely unchanged there -still based on 1976 rental values assessed using evidence from the late 1960s -until April 2007, when a major reform took effect.
Domestic rates in Northern Ireland are now levied as a percentage of the estimated capital value of properties as on 1 January 2005, though properties valued at more than £500,000 are treated as if that were their value. The tax has two parts: the Northern Ireland Executive levies a 'regional rate ' (0.36% in 2007-08) across the whole of the province, while each District Council levies a 'district rate'. In 2007-08, the (unweighted) average district rate levied is 0.28%, with the lowest rate in Castlereagh (0.19%) and the highest in Craigavon (0.34%).
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There is a system of rebates for those on low incomes, similar to council tax benefit in the rest of the UK (see Section 5.3). In addition, there is a 25% discount for properties that are adapted for use by a resident with a disability, and households containing only full-time students or trainees are exempt from the tax altogether. Because the April 2007 reform entailed large changes in households' bills, a system of transitional relief was introduced: for those whose bills are more than a third higher than they would have been under the old system, the increase is being phased in over a three-year period.
The next revaluation is due in 2012 based on 2010 valuations, after which the frequency of revaluations may be increased to ensure that the valuation list is kept up to date and that those experiencing relatively low house price growth see relative reductions in their rates.
There may be further reform before this, however. In June 2007, the Minister of Finance and Personnel announced a review of the new system, looking both at reforms that might be made to the current system in 2008-09 and at longerterm options for more fundamental change.
Council tax benefit
Council tax benefit (CTB) is a means-tested social security benefit. It is administered by local authorities, but in contrast to council tax, its level is set by central government and it is financed almost entirely by central government.
As of November 2006, it was being paid to 5.1 million claimants, around half of them pensioners, and claimants were receiving an average of £14.06 per week.
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CTB is calculated by comparing a family's income with a centrally determined measure of minimum needs (which depends on age, whether single or in a couple, number and ages of children and any disability). 39 If family income is below this measure of need -or if the family is receiving income support, income-based jobseeker's allowance or pension credit guarantee, 40 which in practice accounts for most CTB claimants -then CTB covers the entire council tax liability. Where income exceeds assessed minimum needs, CTB is gradually withdrawn, with each £1 of income above this level reducing CTB entitlement by 20p.
'Non-dependant deductions' reduce the householder's CTB to take account of incomes of other adult residents of the household who are assumed to make a contribution towards the bill. No deductions are made in respect of residents who share liability for the council tax bill (see page 29) or pay rent to the householder on a commercial basis: typically, non-dependant deductions are made in respect of adult children or elderly relatives living with a home-owner. The level of deduction depends on the income of the non-dependants, with larger deductions for non-dependants with higher incomes who are in full-time work. 39 Income for CTB purposes is measured after deducting income tax and National Insurance contributions and adding tax credits; actual savings income is ignored except for pension income, but non-pension savings (other than in housing or other physical assets) above £6,000 are assumed to generate income of £1 a week for each £250 of savings (£500 for those aged 60 or over), and savings above £16,000 eliminate entitlement altogether.
Income support (and other benefits such as income-based jobseeker's allowance and pension credit guarantee) aims to provide a national minimum income for all. Council tax benefit aims to ensure that this minimum income is maintained even after council tax has been paid. 41 Council tax is the only UK tax with a specific benefit attached to it, the rationale being that poor households cannot be easily compensated for local variations in tax through nationally uniform benefits: without CTB, we would observe variations in the incomes of the poorest between local authorities. While it may be argued that those whose local authorities spend more receive more benefits in terms of local services, particular local services provided may not benefit a particular CTB claimant or reduce his or her need for disposable income.
For CTB claimants, council tax increases have no effect on the net amount of tax paid, since any excess of income over needs does not change: benefits increase to keep the net amount of council tax paid by the claimant the same. A local authority's decision to increase council tax has costly implications for central government, since not only will the CTB bill rise for existing claimants, but also more people will become entitled to the benefit as higher council taxes mean a greater excess income is needed for CTB to be withdrawn entirely.
Second adult rebate
Second adult rebate (SAR) is an alternative to the main council tax benefit: a claimant who is entitled to both receives whichever is larger. SAR is payable where only one person is liable for a household's council tax bill (see page 29) and there is a low-income non-dependant ('second adult') living in the household. A non-dependant for this purpose is defined as for non-dependant deductions (see above), and so excludes anyone paying rent as well as anyone jointly liable for the council tax bill. SAR reduces the household's council tax bill by 25% if the second adult is on income support, income-based jobseeker's allowance or pension credit, and is reduced as the second adult's income rises, to the point where it disappears. The logic behind SAR is that a low-income second adult could not be expected to contribute to the council tax bill, so the liable person should receive a 25% discount as if he or she were the only resident, with this discount removed as the second adult becomes more able to contribute. 42 In practice, SAR is received by far fewer people than main CTB.
Criticisms of council tax benefit
Council tax benefit plays an important role in helping low-income families, but it has a number of downsides that have given rise to fierce criticism. One is that the means test creates disincentives to work and save, since additional income and assets can reduce entitlement. This is particularly pertinent when combined with taxes and other withdrawn benefits: in extreme cases, an extra £1 earned can be subject to income tax and National Insurance contributions and also lead to reductions in tax credits, housing benefit and council tax benefit, leaving the individual only 4½p better off.
As with other means-tested benefits, CTB is also criticised because its complexity and the stigma attached to it mean that many potential beneficiaries either do not know that they are entitled or are unwilling to claim it. The Department for Work and Pensions estimates that in 2004-05, between 32% and 38% of eligible families (and between 42% and 47% of eligible pensioners) did not claim their entitlement, and that around a third of total CTB entitlement went unclaimed.
Conclusions and options for reform
UK government finances are highly centralised by international standards, and the past 30 years have seen central government taking increasing control over the finances of local government. Perhaps the most important example is the centralisation of non-domestic rates in England and Wales in April 1990, which resulted in only around one-quarter of local authority spending being raised locally.
In recent years, the increasing use of specific grants for local government services -the most extreme example being the introduction of the Dedicated Schools Grant (DSG) in April 2006 -has continued a trend of increasing central control over local spending decisions. One result of the increased central control over local spending is that a larger proportion of councils' remaining discretionary spending is now financed by local taxation -achieving one of the objectives of the recent Balance of Funding Review, 44 albeit not in a way that was envisaged.
Local government finance has been the subject of perpetual reviews over the past decade. In Northern Ireland, a review resulted in reform, but the new system is now itself being reviewed. In Scotland, the Local Government Finance Review Committee (widely known as the Burt Review) recommended abolishing the council tax banding system and simply taxing a percentage of the value of each property 45 -similar to Northern Ireland's new system -but no action was taken, and debate over reform is ongoing.
In England, the Balance of Funding Review was followed by the Lyons Inquiry, which then had its remit expanded and end-date delayed twice, before finally reporting in March 2007. 46 The Lyons Inquiry recommended increasing local authorities' autonomy by reducing the degree to which grants from central government are ring-fenced, ending capping of council tax, and allowing councils to add a local supplement to business rates and to charge for domestic waste collection. It recommended retaining council tax, but proposed that:
• a revaluation of domestic property take place, and that subsequent revaluations occur regularly and automatically;
• two new council tax bands be introduced throughout England, one at the bottom and one at the top, with the possibility of more bands being introduced in Inner London;
• council tax benefit be renamed and automated to try to increase take-up, and the capital limit above which pensioners lose eligibility for the benefit be increased or abolished.
If council tax is to be retained, a revaluation would be very sensible, and regular revaluations even more so. If a property tax is desirable, it is surely more sensible to base it on the current values of properties than on their values 16 years ago, as is the case now in England and Scotland. Regular preannounced revaluations would make changes in individual bills less sharp and would enable individuals who are buying homes to take future council tax bills into account more easily.
As well as being up to date, it also seems logical that a property tax should be related as closely as possible to the actual values of properties. This could be done by adding more bands to allow finer discrimination (as happened in Wales and was recommended for England by the Lyons Inquiry), or, more radically, by doing away with bands completely and simply taxing a proportion of the actual value of the property (as happened in Northern Ireland and was recommended for Scotland by the Burt Review), which seems both fairer and simpler to understand than a banded system.
Either adding more bands or abolishing banding altogether -but especially the latter -would make the tax more progressive with respect to property values. Since, on average, those living in more expensive homes also have higher incomes, it would also make the tax more progressive with respect to incomes. There would, however, undoubtedly be some low-income individuals living in high-value properties who would lose from such a reform. This might increase concerns, already widespread with council tax, over whether it is right that some low-income families (notably pensioners) face a local tax bill that is high relative to their current income. To some extent, such people could be supported through a targeted benefit such as council tax benefit. But in any case, it is not obvious that those living in relatively expensive properties who have relatively low disposable incomes should necessarily be considered poor: set in the context of a tax system that already imposes much larger taxes on income and expenditure, a tax on property value might help to capture other complementary aspects of ability to pay, such as wealth or expected lifetime income. A slightly different concern is that, even if we do not think of such people as poor, they may lack the cash flow to pay the tax comfortably.
Moving to a cheaper home or taking in a lodger are, of course, options; as a less extreme response, those who own their own properties might be able to use formal equity-release arrangements in order to remain in their home and finance their local tax bill, although if reasonable formal equity-release arrangements are not available on the marketplace, the government could consider giving older home-owners the option to defer their tax until they die or the property is sold.
As noted in Section 4.1, a widely advocated means of increasing local authorities' fundraising autonomy is to return business rates to local control. The economic rationale for levying business rates at all is not clear: taxing the use of property -as opposed to other inputs -by businesses is an inefficient distortion towards businesses using less valuable premises to operate. But even if business rates persist, relocalising them would be problematic. There is a danger of reduced accountability: the true incidence of the tax is particularly opaque, and the individuals who ultimately bear the burden of the tax may not be aware of it or even live in the local authority concerned, leading to a lack of democratic checks on business rate increases. In addition, given that nondomestic property is far from evenly distributed across England, there would presumably need to be an even more redistributive system for allocating grants (for example, the tax base in cities would be far larger than the tax base in rural areas). This in turn could reduce accountability further, since local authorities would not lose revenue if businesses were driven out of the area by high tax rates. The alternative of not having a full equalisation system strengthens incentives for local authorities to run business-friendly policies, which is an argument often made in favour of relocalising business rates. However, the absence of full equalisation might over time come to be seen as increasingly unfair, as areas with high growth in their non-domestic-rate tax base would be able to spend more on local services at a lower cost to the local taxpayer than other areas. For example, introducing such a system in April 1993 based on fixed April 1991 property values would have benefited London (which has experienced relatively large increases in both non-domestic and domestic property values) over most other parts of the country even more than keeping council tax fixed on April 1991 valuations has.
A radical but welcome reform to either council tax or business rates (preferably both) would be a move away from taxing property values and towards taxing land values. This would remove the unwelcome distortion that property-value taxation causes by discouraging investment in developing land and in increasing the value of property.
The other major reform that was seriously considered by all the reviews of local government finance -although not recommended outright by any -is the introduction of a local income tax (LIT), either as an additional local tax or as a replacement for council tax. The latter is currently supported by the Liberal Democrats and by the Scottish National Party (which is now the single largest party in the Scottish Executive). The attractions of a LIT are obvious, with income commanding wide public support as a measure of an individual's ability to pay. On the other hand, there is a strong case for retaining some role for land or property taxation: as noted above, housing consumption can capture complementary aspects of ability to pay when used alongside income and expenditure (which are already taxed on a much larger scale nationally). In addition, land/property taxes also cause less economic distortion than most other taxes: for example, they do not create disincentives to work in the way that an income tax does, although this advantage is offset by some of the disadvantages of means-tested council tax benefit discussed in Section 5.3. Land and property are also suitable as a local tax base because of their immobility: unlike others, this tax base will not tend to move between local authorities in response to differential tax rates.
In practical terms, a local income tax -whether introduced alongside or in place of a property tax -now seems a viable option, whereas the 1976 Layfield Report considered a LIT but concluded that the technology required would not be available for another 10 years. 47 Complexities remain over whether a local income tax should apply to all forms of income (which affects the ease with which the revenue could be collected), how to deal with the cyclicality and unpredictability of tax revenues (since, currently, local authorities cannot plan to borrow to finance current expenditures), and whether there should be a cap on the amount of tax that would have to be paid (in order to avoid providing too strong an incentive for very high-income individuals to live in local authorities with the lowest LIT rates).
A local sales tax would not be allowed under current EU rules and in any case would be likely to lead to 'cross-border' shopping and economically inefficient tax competition. Finally, further environmental taxes, like the congestion charge in central London, could be introduced, but the Balance of Funding Review concluded that local taxes on bases other than income, sales or property would be unlikely to raise very large sums or make a major contribution to local government finance.
